THEPROBLEM

The problem of motor fuel tax evasionisoneof
enormousfiscal implicationsfor the State govern-
ment. Butitisalso aserious matter in the market-
place, wherelegitimate fuel merchants havelately
found themsel ves unabl e to compete against those
whoundercutthemon price. Thepricecutters, after
al, do not pay taxes and can therefore afford to
undersell thelegitimate market.

Tax Evasionin New Jersey: $40Million

The first witness at the hearing was Harvey
Borak, Chief of the Officeof Criminal Investigations
in the New Jersey Division of Taxation. Borak
described two distinct types of schemes to evade
payment of motor fuel taxes:

1. Therearethetraditional schemes,themisla-
beling of diesel fuel asNo. 2fuel oil toavoid
thetax, theunderreporting of gallonssold,;
and thereare al so thosewho simply collect
tax andfail toremit payment.

2. Duringthelasttwoyears, the Statehasseen
thearrival of the' daisy chain’ methodwhich
wasrevealedinNew Y ork Stateintheearly
1980’s. Thismethod, whichisdesignedto
evadetaxesthroughtheformation of nomi-
neecompanies, isused mostly withinNew
Jersey by anorganized group of Russianim-
migrants.

According to Borak, the operation of the daisy
chainshasresultedin* substantial tax lossto boththe
state and federal governments.” He estimated that
“somewherearound 40 milliondollars” intax rev-
enues are lost to the state as aresult of motor fuel

tax evasion. And he said the problem isgetting
worse.

BY COUNSEL CAROL L.HOEKJE:

Q. What istheprincipal area of motor fuel tax
evasion?

A. Asweseeit now, it’ sthesubstitution between
diesel fuel and No. 2 fuel oil.

Q. What createsthe problem?

A. It'ssimply that diesel is subject to tax and
homeheatingoil isnot. Whenyou comedownto
it, they arebasically the same product.

Q. Inadditionto hurtingthestateintermsof lost
tax revenues, does motor fuel tax evasion also
hurt thelegitimatebusinessowner?

A. Absolutely. Weseethat timeandagain. The
legitimate dealer finds it almost impossible to
competein the marketplace because after pay-
ing the taxes and [ considering] his overhead,
the amount that he could mark up the fuel, his
selling price can’t possibly compete with the
dealer not payingthetax, and hestandstherisk
of losing hisbusiness.

Q. Does motor fuel tax evasion also hurt the
stateindirectlyintermsof lost federal highway
funds?

A. Yes, itdoes, becauselessmoneyisgoinginto
thefederal highway trust fundsfor distribution
tothestates... in matching programsand other
highway and transportation funded projects.

BY CHAIRMANJAMESR.ZAZZALI:

Q. Sothat unlesscorrected, whether by regula-
tory or law enforcement means, | takeit you're



suggesting that therevenuelosswill begreater
astheyearsgoon?

A. Yes,itwouldbegreater. Let mejust say one
thing. You referred to law enforcement means
and legislative means. One by itself is not
enough... it doesn’t really pay to put a tremen-
dousamount of law enforcement resources... if
youdon’t havethelegislationandthereporting
requirementstogowithit. Itgoeshandinhand.

Borak explained that home heating oil is not
subject tothemotor fuel stax “ basically becausethe
original thought” wasthat themoniesfromthetax on
fuel that is used on the road would be used for the
purpose of raising fundsfor highway maintenance
and construction. Diesel fuel isgenerally taxable
because it is sold for use on the highways. In
instances where it is not used for on-highway ve-
hicles, however, such asin construction equipment
andfarm equipment, diesel fuel isnot taxable.

BY COMMISSIONERWILLIAM T.CAHILL,JR.:

Q. When doesthisfuel beginto get designated
asdiesel asopposed to No. 2?

A. ...[1]tcould beusedfor anything up until the
pointintimeit’ sgoingtothat so-calledretailer
for ultimate use.

Borak attributed anincreaseinfuel tax problems
in New Jersey to the entry of “new players’ from
New Y ork Stateinthe1980’s.

New York had a problem mainly in gasoline at
that time. They did some initiatives.... They
changed their law, they had more aggressive
enforcement activities...andasaresult of these,
tax evader s spread out around the country and
New Jersey wasone of their places.

A National Problem: $1 Billion L ost

James H. Rodio, a trial attorney in the Tax
Divisionof theU.S. Department of Justice, testified
that evasion of gasoline and diesel taxesisalso a
national problem. He estimated that losses on a

national level exceed $1 billion.

That’ salwaysthought to be conservative. Ata
meeting of the federal highway administration
task force, an IRS (Internal Revenue Service)
representativefromthenational officeestimated
thetaxevasionatanywherefromhalfabillionto
fivebilliondollarsayear.

IntheNew Y ork metropolitan area, Rodio esti-
mated, thefederal lossisabout $200 milliondollars
ayear. Hetestified, “ Many, many bargesenter New
Y ork each day wherethetaxesarenotpaid. Weare
awareof companiesthat do businessfrom between
20to 30 milliongallonsamonthwhereno excisetax
ispaid.” Withanincreaseinthefederal excisetaxon
gasolinefromnineto 14 centsagallon, “ of coursethe
evasionismuch higher.”

Q. Isit a problem not only for the federal
government but also for theindividual states?
A. That’ scorrect. And most of the stateswhere
afederal investigationbegins, thereisnormally
a state problem. Not exclusively, it doesn’t
alwayshappen, but most of the placeswherewe
seeevasiononthefederal side, wealso seeiton
thestateside.

Q. Wheredothefederal taxdollarsgoand are
they allotted back to the states in any way?

A. Yes, they are. The motor fuel excise tax
revenues are placed in the highway trust fund.
The majority of that money goes back to the
states.

Rodiotestifiedthat the Justice Department con-
tinuesto prosecutecasesin New Y ork eventhough
the statelaw haschanged.

Thefederal law hasstayedthesame. Therehave
been several changes, most recently this past
July, but the ability to evade through the daisy
chains... still existson thefederal side.



Rodiocontinued:

What we're seeing is that they are fully inte-
grated. By that, | mean that they control the
terminals, they control thewhol esalecompanies
and they also control theretailers. They also
havethefinancial wherewithal tobringincargo
loads of gasolinefrom Europe or wherever.

Q. Istheuse of a conspiracy charge animpor-
tant aspect of the law?

A. [E] veryindictment that we’ ve had, webegin
with a conspiracy count. | thinkit’sthe back-
boneof any prosecutions| havebecauseyoucan
lay out the entire scheme in your conspiracy
count. The conspiracy count also helps you
because a defendant does not have to commit
every act that is part of the conspiracy. In a
substantive offense, such as tax evasion, they
may haveto commit many of the elementsof the
offense by themselves. So conspiracyisavery
important tool that we use.

Rodioexplainedthat thefederal licenseorregis-

think it’s very important in the diesel context,
because diesel is home heating oil. | mean
they're the same product. You need an audit
trail, you needto identify fromacompany what
it' ssellingasdiesel andwhat it’ ssellingashome
heating oil andwhothey’resellingto. Youneed
the large quantities so you can go to these
guantities and determine whether these sales
actuallytookplace.

Rodionoted however:

Total accountability onlyworkswhereyou have
sufficient manpower to do the audits, to do the
compliancechecks.

Q. Isit important for states and the federal
government to work together in the sharing of
reporting?

A. Sharingofreportingisveryimportant....The
local, state and federal taxing authoritieshave
toworktogether, they haveto shar einformation.
Thedollarslost aretremendous. Without help-
ing one another, we're not going to be able to

trationfor tax-freetransactionsisIRSForm637. He
testified that counterfeiting of “637’s’ isoneof the
methodsusedinadaisy chain.

solvetheproblem.

Q. Inyour opinion, whereisthebest placeinthe

Acounterfeit 637 isonethat belongstoalegiti-
mate company. The IRS has issued it to a
company that operates legitimately. The bad
guyssecuretheinformationonthelicense....The
most important thing they secureisthe correct
name of the company and the federal license
number ....theywill put intheaddressthey want
to use.... You will call the Internal Revenue
Serviceand ask if the company and thelicense
arecorrect, andinacaseof counterfeitlicense,
theywill be, becausethelicensehasbeenissued
to alegitimate company.

Q. Doesrequiringtotal accountabilityfor both
taxable and nontaxable transactions assist in
fighting motor fuel tax evasion?

A. Total accountability is very important... |

distribution chain to place the tax in order to
minimizeevasion?

A. Oneofthebasicthingsyouwanttodoinany
tax law is limit the number of taxpayers. You
don’t havetodoasmany audits, youdon't have
to do as many compliance checks, there are
fewer importers and refiners, at least on the
federal side, thantherearewholesalers... Sol
think it has to go to the top of the distribution
chain, atleast ongasoline. Diesel posesanother
problembecauseit’ salsohomeheating oil, but
my recommendation would be at the top.

...I thinktheindustrywould have someproblems
with that if they have to pay the tax before they
receivethe payment for thepetroleum. Soifthe
taxdoesgoat thetop, you havetobevery careful
whoyoumakeyour taxpayer sand thenyou have
topermittheindustryaperiodoftimetoreceive



themoneyandthenremitittothegovernment. If
youlimityour number of taxpayersandyou have
anumber of competent auditorswho caninves-
tigate, | thinkyou cankeep agood eyeonthings.

BY COMMISSIONERKENNETH D. MERIN:

Q. Mr. Rodio, you indicated before thisis a
national problem. Isittrulyanational problem
or isit a problemthat is primarily geographi-
cally proximatetotheseareaswhereorganized
crimeor thecrimegroupsor thenewgroupsare
located?

A. Itisanational problem. It’snot limited to
areaswhere organized crime operates. There
are very serious problems from the State of
Texas and I’'m not aware of organized crime
beingthere. Onthenational level, moreevasion
involves non-immigrants and non-traditional
organized crime. At least that's what we are
seeing.

BY COMMISSIONERCAHILL:

Q. You know, it would appear to me that
someonecould dothiswith almost any product,
this kind of a scheme and is there something
peculiar to motor fuel sasopposedtooliveoil or
anumber of products...? What’ speculiar about
fuel asopposed to other productsthat you could
dothiswith?

A. Ifthereisanexcisetaxonoliveoil or olives
and there are multiple tax-free transactions
permitted, then, yes, you're going to have a
daisy chainsystem.

Thereasonitoccursinmotor fuel isbecausethe
excisetaxisthere, it’salargetaxona percent-
age of the product....It' sthe money.

Money: TheGreat Incentiveto Tax Evasion
Total motor fuelstax on every gallon of diesel

fuel soldintheStateof New Jersey is37.6 cents. 13.5
centsstatetax plus20.1 centsfederal tax plus4 cents

state petroleum gross receipts tax. Obviously, a
significantamount of money canbemadeby evading
even part of that amount. Exhibit 1 depicts the
current tax ratesfor both gasolineand diesel.

State TaxationlnvestigationsChief Harvey Borak
wasasked what theincentivewasto evadefuel taxes.
Heresponded:

[ B] asically to make a lot of money... when you
takeinto considerationthat theseviolatorsdeal
with... millionsof gallons... of product, you can
readily seewhat theincentiveis. It'squitealot
of money.

Federal attorney JamesRodiotestifiedsimilarly:

The only incentive is money, pure and simple.
The dollars add up faster in motor fuel tax
evasionthaninalmost any other typeof evasion.

ThomasBoney, Deputy Chief Investigator of the
Fraud Bureau of the State Division of Criminal
Justice, illustrated the amount of money that is
involved. For example, “ compact littletank trucks”
that servicehomeheating customersusually havea
2,500-gallon capacity. Onesuchload dropped off at
adiesel fuel stop instead of at a home heating oil
customer resultsin awindfall of over 800 fuel tax
dollars (excluding petroleum gross receipts tax).
“[A driver] mightdothreeor four of thoseanight, so
thepotential isvery high.” Withthelonger tankers
with capacitiesfrom 8,500t0 10,000 gallons, “you
are talking about $3,300 dollars for one drop one
night, whichwill beemptied outinaperiod of four to
eight hours.”

The state tax rate on diesel fuel in New Jersey
increasedinFiscal Y ear 1988from 11 centsto 13.5
centsagallon. Aroundthesametime, tax collection
figuresbegantodecrease. Figurescompiledby the
Division of Taxationshow that reported gallonagein
the"” Special Fuels’ category (taxablefuel sother than
gasoline) showed amarked decrease beginning in
Fiscal Y ear 1989 and continuingthroughFiscal Y ear



1991. Criminal InvestigationsChief Borak testified
toa" steady decline” fromafigureof approximately
$511millionin1988toapproximately $458 million
in 1989, to approximately $386 millionin 1990.

Exhibit 2 depicts the total motor fuel tax
collectionfiguresfor thepast six fiscal years. Diesel
fuel tax collectionscomprisearound six percent of
thetotal.

Gasoline Tax Evasion. While diesel fuel tax
evasionistheprincipal problemfor the Stateof New
Jersey, state investigators are beginning to see a
problemwithgasolinetax evasion. Borak testified,
“We' rebeginningto seethat now. Quitefrankly,we
didn’tseemuch of aproblemupuntil very recently.”
And SCI Special Agent Robert Diszlertestified, “We
have had witnessestell usthat gasoline scams are
occurring and wehavebegunto noticethat some of
these diesel fuel companiesare branching out now
intogasolineaswell.”

TheL egitimateM er chant

A panel of four New Jersey fuel businessowners
testified about changes they have seen in the fuel
businessand how thesechangeshaveaffectedthem.
Thispanel consisted of Timothy Doherty, president
of J.J. Doherty Fuel Company in Trenton; Edward
Miller, general manager of Tozzi Fuel Company in
Raritan; R. Paul Riggins, president of Riggins Oil
Company inVineland; and Joseph Russo, president
of Well Oil Company inPerth Amboy.

Mr. Doherty testified that hisfather started their
family-owned company in1932. Hiscompany deliv-
ers heating oil to residences and commercial ac-
counts, and also sells diesel fuel and gasoline to
servicestations.

Q. Mr. Doherty, have you seen recent changes
inyour business?

A. | certainlyhave. Thetopictoday haschanged
our businessdrasticallyasfar asour abilitiesto
compete in the marketplace in selling fuel and

gasoline.

Q. Has your business been affected by these
changes?

A. Yes, | would say. Our company is a small
company and our volumeisnot that great but we
have lost business and have been unable to
compete in selling of diesel fuel especially as
well asgasoline.

Doherty said hisdiesel fuel saleshavedeclined
from between 65,000 and 85,000 gallonsamonthto
lessthan 20,000 gallons. “When | quotethelegiti-
mate price[toaprospectivecustomer], I’ mlaughed
out of the office becausetheman can buy 8to 10to
15 centsagallon cheaper thanwhat I’ m selling.”

Q. Inyour opinion, how isit possiblefor these
suppliersto offer some of these low prices?

A. Well, inmy opinion, therehasto beonly one
way and that is that they are not remitting the
taxes to the state and federal government,
probably more so to the federal government
rather than to the state.

Doherty recalled an experience with one cus-
tomer. Whenhequoted apricearound 65 or 70 cents
agallonwithout taxes,

[ The customer] informed methat he could buy
for around 43 cents a gallon plus his taxes so,
obviously, there was a large... difference in
price, andthispurchaser would beafool to buy
from me and not from the other person for the
much lower price.

This occurred over and over again, no matter
who you walk into, no matter who you get to
solicit....wehavecompany-oper ated stationsand
dealersaswell and | know when their volume
drops from 40 or 50,000 gallons down to two
loadsamonth, somethingiswrong. Something
ishappening.

Q. Haveyouyourselffelt pressuredtobuyatthe
lower pricesfromcertainsuppliers?
A. Well, you do havethetemptationtodothat if



you can’t meet competition. Certainly, youwant
to try to make the sale and do what you can to
survive, but I have been in the business myself
for 25 years and remember when the auditor
usedto comearound and dothebooksandwe'd
all besweatingbulletsbecause 200 gallonswas
hereand we couldn’t find this, that or the other
thing so | think someof that hasnot occurredin
the past ten years.

| haven’ t seenaninvestigator or anauditor from
the Statetoaudit any of thosethings, and I’ mnot
lookingforwardtothepleasant aspect of having
people coming in and investigate but it is a
deterrent, and legitimate business people al-
ways have records to show and to resolve the
problemsthat might occur, andthat sort of thing
has not been donein the past ten years.

Q. Wheredo you see the economic futureif no
changesaremadeintheregulatory system?

A. Well, | don't see how we can forecast any
profitability in wholesaling or retailing of fuel
oil [or] gasoline in light of the fact that the
environmental controls are now causing usto
invest thousandsof dollarsintank upgradesand
what not. We cannot, with the volumes that
we'reselling now, exist...

Q. Have you experienced a certain sense of
frustrationinwhat you have been seeinginthe
past several yearsinthe market?

A. Most certainly.... Youknow, youtrytodothe
right thing asalegitimate business person and
when you're on level ground we can compete.
It shardenoughfor usto competeagainst major
oil companiesand direct-operated service sta-
tionsaswell asoneanother butifwe' reonalevel
playing groundwecandothat. Butwhenyou're
talkingabout 33 or 37 centsagallonintaxesand
28, 29 centsagallononmotor fuelsor gasoline,
that’'s an awful lot of profit... so it has been a
very, very frustrating past couple of yearsand
many of us, like | said before, with the environ-
mental concernsthat we haveto adhereto now
andthelikelihood of dismal profitability,... many

of usaresayingit’ snotgoingtobeworthitifthis
situation...isn’'tcorrected.

Fuel merchant Edward Miller operates acom-
pany in Raritan, New Jersey, almost exclusively in
thehomeheating oil and burner serviceinstallation
business. He testified that he has not been in the
commercial endtoany largedegreeand hashad only
a“small handful of commercial diesel accounts’ in
thelast two years.

Q. Haveyou experienced any | oss of business?
A. Yes, all of them....in every instance it was
strictly a case of the price for which | could
deliver theproduct becoming substantially non-
competitivewith other pricesthat the customer
could buy for.

Q. How much lower werethese prices?
A. Attimesasmuch as 16 to 20 cents.

Miller testified that he could understand why a
businessowner would giveintothepressureto buy
from thosewho offer thelowest prices:

Oh, I couldn’tblameinmyheartand eveninmy
competitive nature blame anyone who did. |
mean, if you’ refortunateenoughintoday’ stime
to own your own company for along period of
timeandit’ snotleveragedandit’ snot borrowed
againstandyou’ renot payingalargedebttothe
bank fromhaving acquired it recently you may
be able to withstand this, but anyone who is
leveraged to any degree or hasany large bank
debtandyou’resittingandlookingatalifetime
of work dissipated in front of your eyes for
something that isnot acompetitiveproblemand
it’s nothing you’ ve done wrong. You haven't
aligned your selveswith thewrong suppliersor
madethewr ong deal sor operated your business
poorly. It’s--1 could blameno oneunder those
circumstances.

Millertestified, “ 1 havehad pricesquotedto me
asrecently astwoweeksago of delivered product at
91 cents, al taxesincluded, and... thereisno product,



legitimate product, in that price out there.” He
knowsof other companieswhichhavelost business.
“In some cases millions of gallons of annual busi-
ness,” hetoldtheCommission. “It’ sgettingworse,
not better.”

Q. DoyoushareMr. Doherty’ ssenseof frustra-
tion?

A. Very much so. I'mvery glad everyday that
I’min the home heating oil business predomi-
nantly... If 1 wereinthe motor fuelsbusiness, if
that was a predominant portion or even a sub-
stantial portionof my sales, myfrustrationwould
probably havelong sinceturned to anger.

R. Paul Riggins business was started by his
grandfather in 1926. Heisadiesel wholesaler and
has a home heating oil business. Rigginstestified
about how his company experienced a significant
financial strainstartinginthebeginning of 1990.“We
had thelargest |ossinthehistory of our company in
1990.... Weweregetting undercut by other distribu-
tors...anywherefrom8to 16 centsagallon, andthe
customer listjust started to vanish.”

Rigginstestifiedthat hisfather had retired from
thebusinessbut had comeback towork “ becausewe
wereunder significantfinancial strain. Wehadtolay
off a good portion of our work force and he's
volunteered to come back and help us out without
pay.” Rigginstold how hisbusiness made an eco-
nomicdecisiontobuy atlow pricesquoted by “new
playersinthemarket.”

Wehad to either start buying to generate sales
or wehad to dismantletheinfrastructureof our
company, whichwould meanlaying off awhole
sector of our workforce, selling off asignificant
amount of assets that had been built up by my
family over thepast number of years. It wasthat
significant.

Q. Itwasan economic decision?
A. Absolutely.

Riggins testified that after he started buying

someof thelower costfuel, hiscompany wasableto
recover someof itslost business. Hesaid hebuysthe
product “tax-included” fromthenew players;inthe
past “wewould buy tax-freefrom major oil compa-
niesand sell it withthetaxesincluded and remit the
taxesourselves.” Thepricedifferential hasgoneas
low as 20 cents.

Q. Doyou have anyidea how these companies
are ableto offer such low prices?

A. We have suspicions which we are trying to
track down and get resol ved.

Q. What areyour suspicions?
A. That they may not be submitting the taxes.

Q. HaveyoutriedtoascertainfromtheDivision
of Taxation whether your suppliersarepaying
their taxes?

A. Yeswehave... Thereisn’tany mechanismfor
the state to come back and say “ Yes, this com-
pany’spayingtaxes.” That’stheproblemand
we asked, “ Are they paying their taxes,” and
they cannot answer.

Rigginsnoted, “ I’ vebeen pressing peoplefor an
answer for two yearsnow.”

Q. What kind of answer would you liketo get?
A. Thatthey’ regoingto moveonachangeofthe
legislation insofar ashow diesel taxesare col-
lected becausethat isthe only way we' regoing
to solve the problem. It’snot going to be done
through enfor cement.

Q. Do you sharethefrustration that has been
voiced by Mr. Doherty and Mr. Miller?
A. Absolutely.

BY CHAIRMANZAZZALI:

Q. Mr.Riggins,inyour testimonyyouindicated
that in order to remain competitive you have
bought now from these individuals * tax in-
cluded,” right?

A. That’scorrect.



Q. Andwhat doyoudo? Doyouassumethat the
taxeshavebeenpaidor dotheyrepresenttoyou
that the taxes have been paid?

A. They represent the taxes have been paid on
theinvoices.

Q. Sounder standably youwash your handsand
assumeit’ stheir problem?
A. Yes.

Joseph Russo testified that his business sells

gasoline, diesel fuel, homeheating oil and lubricants.
Healso ownsafuel transportation company.

Q. Haveyou experiencedlossof businessandin
what product?

A. Yes, | have, mainly in gasoline, probably a
milliongallons.

Q. Haveyou seen certain changesin the busi-
nesssinceyou’ vebeen operating?

A. Yes. It sverydifficult, almostimpossible, to
put any new businessonwhether it begasolineor
diesel fuel. You can’'t quote someone a legiti-
mate price when they’re buying 20 cents, 15
cents under what you’ re quoting them and ex-
pect to put new businesson.

| had someonecometome... wantedapricewith
diesel fuel. | wouldn’t even quote him. The
reasonwedidn’t quotehim, | knew hewouldn’t
buyand| flat out refused. Heisopentoday and
selling productsfor ninecentsagallonlessthan
| can buy it for so therewasno point in quoting
him.

Russo also testified about the importance of

accessthroughatrucking company to moveaprod-

Thetermsareflexible. They'll giveyouanything
you want to move the product....They have to
either havetheir owntruckor they haveto have
someonewho hasanaccessagreement withthe
terminal or youcannotgetin. Youcannotload...
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Someoneismovingit. Itismoving sothereare
carriersthataremovingit....

Russoobserved,

The names of the companieschangeregularly.
They’' reheretoday, they' regonetomorrow.

Thepeoplethat solicited medroppedtheir price
thefirst timeten centsagallonin a matter of a
half hour just because | told him his price was
toohigh. HewasdrivingabrownMercedes, had
aNewJerseylicenseplateinthefrontandaNew
Yorkplateintheback. Theoneinthefrontwas
expired and registered to a pocketbook com-
pany... and he started with cash payment and
ended with accepting my check. | didn’tbuythe
product. | won’t buy the product.

Q. Doyousharethesenseof frustrationthat has
been voiced herethismorning?

A. Yes, | do. | used to enjoy going to work. |
don’tanymore. | get callsall day long frommy
accounts about the price and there’ snothing |
cando aboutitandit’svery frustrating.



|
MODUSOPERANDI

Theperpetratorsof thetax evasionschemesare
brazen, creative and, in some cases, dangerous.
Testimony at the public hearing aswell asfindings
during theinvestigation revealed the presence of a
loosely knit group of immigrants from the Soviet
Union and other eastern European countries. And,
asso often happenswhen thereiseasy money to be
made, the old-time La Cosa Nostra also surfaced.
The investigation also revealed similaritiesin the
schemesemployedtoevadetaxes.

TheDaisy Chain

Therewasfrequent referenceduring thehearing
to the “daisy chain,” which Investigations Chief
Borak defined:

[B]asically it's the use of a nominee bogus
company, oftenreferredtoaspaper companies
or burncompanies.... Thenameschangeoften,
there’ sanawful lot of paper flow, andthe paper
flow is for a purpose, it’s to hide the original
source...

Borak testifiedthat hisstaff hasidentified* over
50 individualsinvolved in over 80 business enter-
prisesin the past two yearsinvolving the purchase
and sale of gasoline and diesel fuel. The average
active life of the majority of these companiesisa
merethreemonths.”

Our investigation hasidentified one purchaser
who has always dealt with the sameindividual
but who has seen the corporate name and ad-
dresschangesixtimesover the past 18 months.
Thismakestheinvestigationeven moredifficult.
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Borak described how the daisy chain scams
operate:

[A] licensed company will purchase a barge
load of No. 2 fuel ail, then form a nominee
company with a mail drop for an office. Their
tax will be* burned” within the nominee com-
pany, thentheproductwill besoldas*” taxpaid.”

Another scam involves the use of the Federal
Form 637, which is a federal exemption form
that allows gasoline and diesel to be sold tax
free. Thisprovidestheviolatorswiththeinitia-
tive to set up bogus companies, an example of
which is the daisy chain method, which then
causes usthe problemswith the state taxes.

Usingachart, Exhibit 28, Borak described how
paper, product and money moveindifferent pathson
adaisy chain:

What you haveisyou haveatrail that isestab-
lishedfor your paper. It couldgofromlicensed
dealer Aanditwill beindicated at that timethat
itis "taxfree" fuel. Anditwill gotoB, also"tax
free" fuel, eventuallyto C, then all of asudden
thepaper changes. Whenitcomesdowntothis
point[indicating] wenow have paper thatindi-
catesthatit’sproduct with "taxincluded."

Itwill gothroughanumber of other companies,
so-called paper companies, showing tax in-
cluded, and what endsup isthedealer now has
paper in his hand that he purchased product,
“tax paid,” when that, of course, never hap-
pened.



Q. And, in fact, is tax ever paid in these
situations?
A. No, thereisnot.

BY COMMISSIONERBARRY H.EVENCHICK:

Q. Referring againtoyour chart which depicts
a simple daisy chain, the tax-free fuel that’s
referredto, isthathomeheating fuel,isthat what
you mean by theterm* tax-freefuel ?”

A. That'sright.

Q. So that what this chart is depicting is the
purchase in the first instance of what is home
heatingfuel andtheeventual saleof that product
asdiesel fuel.

A. That'sright.

Q. Plusthe bypassing of the taxation process?
A. Yousee, it' shardtosay...oneishomeheating
fuel and oneisdiesel -- when you are dealing
with the same product. It can be used for two
pur poses.

Q. Althoughthey arethesameproduct,isthere
any way in thisage of sophisticated technol ogy
to change the appearance, characteristics of
one, sothatitcanreadily bedistinguished from
another?

A. [ T]herearesomecountries, particularlyover
in Europe, that do use a dyeto denote onefrom
the other. That has been talked about in this
country.  But just to give you an idea of what
we'redealingwith...weweregivenaccesstothe
office[ of a burn company] and we found some
vialsof different coloredliquid. Wesentitoffto
thestate policelab and wefound out it wasdye.
In other words, they're waiting to hear what
color we' regoing to use.

Borak noted that his staff has identified daisy

chainsthat have gone asfar asthe West Coast.

Q. What are the complications of auditing a
daisychain?
A. ...For onething...the paper, trying to follow
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the paper trail, who are the people that are
involvedintheoperation...tryingtoidentifythe
people. They don’t stay around, the bank ac-
countsdon’t stay open. Tryingtoidentifywhois
in back of it is a very, very difficult and time-
consuming endeavor.

Q. Isit difficult to determine where to put the
assessment?

A. Verydifficult. Youcan'ttell whereit exactly
fallsand moreimportant... if you do determine
that it fallson oneof theseburncompanies, who
areyou going to collect from?

BY COMMISSIONERCAHILL:

Q. Dotheseinvoiceswith notationsthat all tax
wasincluded set out the amount of the tax?

A. Not generally. What they will usually dois
therewill betotal figuresanditwill say that tax
isincluded.

Q. Itisnot required to show the amount of the
tax?
A. No, itisnot.

Justice Department attorney Rodiotestified:

Themajor element or themost common el ement
of any motor fuel tax evasion scheme is the
attempt to disguise the true taxholder, the true
taxpayer.... Thesolepurpose of the paper isto
mislead investigators and auditors to set up a
phonytrail.

Rodiotestifiedthat thepurposeof adaisy chain
or afalseinvoice schemeis*“to move the point of
taxation, atleast on paper, away fromthereal seller.”

Common Char acteristics

Borak described some common characteristics
of companiesengagedindaisy chainscenarios.



[ T] heyarecompanieswithaveryshortlifespan.
They usealot of fictitiousidentification. They
don’t stay at alisted addressfor any prolonged
period of time. They use heavy use of tele-
phones, answering services, speakers and so
forth.

They use couriers to pick up the collections,
sometimes it’s in cash. They use wire trans-
fers.... They open bank accountsfor very short
periodsoftime. There savery, very heavy fall
of money through these accounts, but they stay
for a very short period of time.

Q. Arethereany common characteristicstothe
peoplewho areinvolved?

A. What we see is that many are Soviet immi-
grants and many of them come from certain
areasin Brooklyn, New York.

BY COMMISSIONEREVENCHICK:

Q. How isit that this situation seems tied to
Russian immigrants? Anything in particular
that makesthisattractiveto them?

A. Theonlything I can say of those that we' ve
looked into, what we find is that many of them
backintheir homecountryhadbeeninvolvedin
black market andwhite-collar crimes.... Weare
averyopensociety andfor peoplewhowereable
tosurvivedoingthesetypeofthingsintheir very
closed and very closely monitored society, it's
kind of easy for themto do it.

BY COMMISSIONERMERIN:
Q. Isthereanyway under considerationby|[the
U.S. Immigration and Naturalization Service]
to attempt to screen these people, figure out
someway to check their background?
A. Not that | know of.

BY COMMISSIONERCAHILL:

Q. Theseboguscompaniesthat youreferredto,
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aretheynormally corporations?
A. Yes, many of them areincor porated.

Q. They' reNew Jer sey cor por ations?
A. Yes, they are.

Q. Sol assumethey'reall registered with the
Secretary of Sate?

A. Most of them are.... I'll tell you, it’s just
amazing the amount of times that they change
cor porate names, theamount of timesthat they
change officesand change businesscards and
invoices. It’soften been said that some would
like just to have their printing contract, just to
keep upwiththemwiththecost of changingtheir
namesandtitlesand businesscards. It’sagood
business, whoever’ sdoingit.

New York Daisy Chains

Raymond Jermyn, Chief of theRacketsBureau
for the Suffolk County (New Y ork) District Attor-
ney, told the hearing that the “ the people who ulti-
mately becamedefendantson criminal prosecutions
were the ones who originated [the] term [daisy
chain].”

Testifying with Jermyn was Assistant State
Attorney General Vincent O’ Reilly of New York,
whodescribed aninvestigation called Greenstar of
atax evasion scheme - in two versions. Greenstar
Petroleum was afictitious company established in
New Jersey. “Between July of 1984 and the end of
May 1985thetotal number, amount of taxes, excise
tax and salestax, evaded... was 39 million dollars,
and thenthere’ san additional 14 millioninfederal
excisetax," O'Reilly said.

Using Exhibits 29 and 30 as guides, O’ Reilly
explainedto SCI Counsel CharlotteK . Gaal howthe
paper trail, theproduct trail and thepayment trail all
took different routes.

[ 1] nthecourseof theinvestigation weexecuted
asearchwarrant onthebusinessrecordsof No



Brand Petroleum, which was located out in
Suffolk County, and wefound acomputer, andin
the tray of the computer, these invoices.... still
attached, not evendistributed.

Q. Inbothinstances, the company | eft with the
responsibility of the tax was the fictitious com-

pany?
A. Right.

BY COMMISSIONERCAHILL:

Q. I gather that onceyou do aninvestigationor
an audit, you' re ableto follow the paper trail.
It’sjust that too often it leads to a bogus com-
pany whose principalshave simply fled.

A. That’scorrect.

Q. I mean, you can follow it?

A. It' sdifficult, but dueto alot of hard work by
a lot of state tax auditors, they can follow the
paper trail, thegastrail andthemoneytrail. But
onceyou get back downtowho’ sresponsiblefor
the tax, those people are gone and there’s no
company |eft to obtain tax dollarsfrom.

O’'Reilly said that the New York authorities
concentrated primarily on sales tax evasion and
excisetax evasionongasoline.

BY COUNSEL GAAL:

Q. Why did they concentrate on gasoline?

A. Thevolumewasjust tremendous....They had
amuch greater volumein gasoline and, there-
fore, noticed theevasion of taxeson gasolineto
agreater extent thanthey did onthediesel fuel.

Q. Isitfair to say that the problems were the
same with respect to diesel fuel ?
A. Yes.

Rackets Chief Jermyn testified about arelated
schemeinvolving oneof theentitiesthat wasonboth
of those charts, the No Brand Petroleum scheme
(Exhibit31),a"relatively small case” involvingeva-
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sionof only amilliondollarsinfederal excisetax.
In this case the burn company was initially
Cabot Petroleum and later on it was Houston
Holdings. Inthiscase Houston Holdingswasa
Panamanian corporation. The ‘president’ of
HoustonHoldingswasajanitor inthelaw office
of theattor neywhoincor porated Houston Hol d-
ingsdownin Panama City. Inthecaseof Cabot
Petroleum, the'president’ of Cabot maintained
officesin Suffolk County which were about the
sizeof abroomcloset. They had a post officebox
for mail andthepresident wasasign painter who
wasinvited by hisuncleto becomean oil baron.

Jermyndescribed how invoi cesgenerated during
thisscam would show thetransfer of gasolinewith
“all taxespaid” when, in fact, none had been paid.
Jermynnoted that over $100 millionworth of gaso-
linewassoldthrough onecompany, HoustonHold-
ings, for which the state and federal and local
authorities “did not receive one cent in tax reve-
nues.”

Q. Again, isthisalso another daisy chain?

A. Same, and the beauty of this is another
company could beinstituted at theend of agiven
timeperiod. Attheend of ataxquarter, thebad
guyswould usually switch companies.

The Grandfather of the Daisy Chain. Jermyn
testified about Larry lorizzo of Long Island, aman
he characterized as the “grandfather of the daisy
chain,” who “ started out as alegitimate retailer of
gasolinebutwholater becameenamored by thegood
lifeandtheability tomakeaquick dollar. Ultimately,
he became one of the biggest bootleggerson Long
Island.” Inthefiveyearsthat“ heoperated onagrand
scale after he brought inthe Colombo family ashis
partners, you' retalking about over 100 gasstations
onLonglslandand millionsandmillionsof dollarsin
sales.”

After lorizzowasprosecuted, hefledto Panama,
“because he knew he was facing a heavy jail sen-
tence,” but later becameacooperating witness.



Q. Wasthereany involvement with New Jer sey
inrespect to hismatters?

A. Yes. Heoperated sometruck stop gasstations
intheearly bootlegging dayswhich soldalot of
diesel fuel. Andhealso, towardstheend, when
he busted out his retail company, Advantage
Petroleum, he, intheprocess, over oneweekend,
defraudedtwo of thelarger distributorsof gaso-
line on the East Coast of approximately 15
milliondollarsinrevenues... theywereboth New
Jersey companies.

Jermynalsotestifiedthat fuel licensesreceivedin

New Jersey were“ brokered” inthemarketplacefor
asmuch as$100,000.

In many cases, most of thetimethesour ceof the
fuel, thelegitimate source... wereNew Jersey’s
refineries. Many times New Jersey licenses,
legitimate New Jer sey companies, wereusedin
daisy chainsto effectuate a particular evasion
scheme.

Q. Mr. Jermyn, wherearethe people now who
wer einvolvedinthemotor fuel taxevasioncases
youworkedon?

A. Fortunately for us, anumber of them arein
jail. Somearefugitives, havingfledthecountry
to avoid prosecutions. A number of them are
dead, either by natural meansor otherwise, and
many of themareout of business, atleastin New
York.

O’ Reilly explainedhow homeheating oil isgen-

erally treatedin New Y ork.

Homeheating oil in New Yorkisdiesel fuel. As
Mr. Borak explained, it’ sdiesel fuel and under
the definition of motor fuel, diesel fuel ismotor
fuel, so it’s treated basically the same, except
home heating oil istaxed alittle bit differently.
...Due to the volume, the state never really
concentrated or saw a probleminhomeheating
oil. What they saw was the tax-free transfer
problem and that’s what | think they tried to
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eliminate.

Q. Isthebuyer accountablein New Yorkif the
seller cannot belocated?

A. Yes, yes, thereisaprovisioninthe state tax
law for that also.

O’ Reilly recommended that states“try and de-
velop asystemthat allowsthe stateto getitsmoney
upfront. That’ swhereyouwant to collect your tax
dollars. Youdon't want towait until it goesall the
way downthehoop.”

BY COMMISSIONERMERIN:

Q. Mr. O’ Rellly, youindicated inyour opinion
you thought that the easiest way for the stateto
collect the tax would be to collect it at thefirst
sour ce of supply in the state, but you also said
therewer ereasonswhy that might not beeasyto
accomplish. | think I understood what you
meant, but could you please just state those
reasons?

A ...[T]hestate may likeit, but there may bea
number of competing industries out in the oil
and gasindustry that may not think that that’s
suchagreatidea. Youmight beeliminatingalot
of jobs, you might be eliminating a lot of busi-
nesses. You might be doing a lot of things to
legitimateinterestsintheoil and gasolineindus-
trythat they may not beinter ested in having that
kind of system....

...Asfar asaprosecutor’ sviewpoint, | thinkit's
the best system you could come up with. Your
stategetsitsmoneyright away andthenthefree
enter prise systemtakesover after that.

The New Y ork witnesses made the following
observations:

[O'Reilly]: But I think what the Commission
ought to take away fromthese hearingsisthat
tryingtoeliminatethetax-freetransfers, | think
that’ stheproblemthat New York had and elimi-
nated it and they did see an increasein the tax



revenues. | don’'t know if it eliminated tax
evasion completely, but | thinkit will goalong
way towar dssolving theproblem.

Q. Mr. Jermyn, would you agree with those
comments?

A. [Jermyn]: Absolutely. If a governmentis
going to levy a tax, why not collect it. If their
intentionisto levy it, they should collect it.

Q. Andthepublicispayingit?
A. [Jermyn]: Absolutely.

[O'Rellly]: Thepublicispayingitright at the
pump every day.

Immigrant Presenceand The“Mob Tax”

Jermyndescribed asignificant presenceof immi-
grantsinvolvedinthemotor fuel tax evasion cases:

Therewasalargenumber of Turkishimmigrants
at theretail levelsand there were eastern bloc
immigrantswho becameinvolved all theway up
thechain of distributionto the point wherethey
wer eactuallyacquiringgasolineterminalsasa
result of bootlegging activities.

There was a language barrier to begin with.
Conspiratorial conversations were often in a
foreignlanguage. Thereweren’'t many agents
that could speak Rumanian, unfortunately, or
Russian. There was inability to infiltrate the
closely-knit groups by way of informants or
police agents and, in addition to that, these
individual swerewell-educated and oftentimes
smarter thanlaw enfor cement agencies.

Q. Did you also find the presence or involve-
ment of traditional organized crime groupsin
the motor fuel tax evasion cases?

A. Yes. Just aswith any other industry, where
thereisan opportunity to make money, illegiti-
mate traditional organized crime groupsinfil-
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trate that industry. Inthiscase, that occurred
veryearlyon...

...theimmigrantswho becameinvolvedin
businesseswerebright enoughtorealizethat
they had to pay tributeto traditional organ-
ized crimefamiliesin order to operatein
certain areas, and therewasusually aoneor
two cents per gallon levy by the mob families
imposed upon the sal e of bootlegged gasoline.

Q. Isthat called the“ mob tax” ?
A. Yes... amounted to millions and millions of
dollars.

Jermyn said the investigation revealed the in-
volvement of threetraditional organized crimefami-
liesintheearly period of bootlegging between 1981
and 1988- the L ucchese, Genoveseandthe Colombo
organized crime families. “And later on in the
schemestheGambinofamily a sobecameinvolved,”
hesaid.

Jermyn characterized the rel ationship between
traditional organized crime and the eastern bloc
immigrantsas*very cooperative.”

[ O] neoftheabilitiesof theorganizational skills
of theprincipal sinvolved in these schemeswas
that they wereabletoforgeavery closeworking
relationship. It became almost like a cartel
between the traditional organized crime fami-
liesand the eastern bloc people, and they were
able to monopolize and control the price of
unbranded gasolineinthelLonglsland areafor
many, many years.

Herecalled asurveillancethat revealed a“ sum-
mitmeeting” betweenthebootleggers, theorganized
crimefiguresandtheeasternblocpeople, “ sitting at
alargeconferencetablein ameeting roominLong
Idland.”

Q. Who was the most significant organized
crimefigureyou prosecuted?
A. [O] neof the defendantsin theracketeering



case, which was prosecuted federally, was a
captainintheColombo organized crimefamily
by the name of Michael Franzese. Therewere
also many organized crimeassociateswhowere
prosecuted and convicted and were serving
lengthyjail terms.

Jermyn described onemotor fuelscaseinwhich
Franzesewasinvolved:

The amount that was actually evaded was in
excess of $30 million dollarsand it involved a
company where a bond was actually obtained
for the payment of the taxes and Mr. Franzese
bribed the official in the bonding company to
issuethebond. Thebonding company actually
ended uplosing additional moneys, sothatthere
wer e many victimsother than just the stateand
thefederal gover nment.

TheViolent Sideof Fuel Tax Evasion

Testimony was heard from various witnesses
about a darker side of fuel tax evasion and an
underlyingfear amongthoseinthebusiness.

RacketsChief Jermyntestified:

Wherenecessary, violent meanshavebeen used
to expand a particular bootlegger’s sphere of
influence. We' ve estimated asmany asa dozen
mur dershavetaken placeinthelast sevenyears
asaresult of thebad guysinfiltrating the mar-
ketplace.

Jermyn described the murders of Michael
Markowitz and Phillip Moskowitz. Markowitz, he
said, was* oneof thebigger bootleggersintheNew
York area.” Hewasan easternblocimmigrantwho
cametothiscountry withvirtually nomoney in1979
but at thetimeof hisdeathhad*“ upwardsof 30million
dollars just in assets... not even counting various
bank accounts over in Austria and Lichtenstein.”
Markowitz wasshot inthehead whilesittingin his
RollsRoycein Brooklynin 1989.
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Phillip M oskowitz was murdered after he was
indictedand* certaintapeswerereleasedinwhichhe
compromised the positions of various organized
crimefamiliesandidentifiedthem asbeingactivein
the bootlegging business. His body was found in
New Jersey,” Jermynsaid.

SCI Special Agent Diszler gavetestimony based
ontheCommission’ sowninvestigation.

BY COUNSEL HOEK JE:

Q. AgentDiszler, haveyou sensed afear among
thewitnessesto whomyou have spoken?

A. Inmostinstanceswehave. Most of themare
aware, throughthemedia, of course, that there
have been violent homicides which have oc-
curredinNew Yorkand New Jersey concerning
thisindustry.

Witnesses have told me that they can discern
certain accentsover thetelephone quite easily
and manytimeshavefeltintimidated andthreat-
enedbythesal espitchwhichtheyget. Evenbank
officers have expressed an underlying fear to
me.

Many times these individual s attempt to open
bankaccountsinNew Jer sey at |local banksand
when they fill out the bank applications it is
lear nedthat they havenorootstothecommunity
whatsoever. If theaccountsareopened, within
daysand sometimeswithinhourstherearewire
transfersmoving throughtheir accountswhich
number in the thousands of dollars. These
banking people who are not familiar with the
businessesinvol ved often becomehighly suspi-
ciousand concer ned enoughto usually contact
thelocal policedepartments.

BY CHAIRMANZAZZALI:

Q. Areyou comfortable identifying the type of
accentsthat youreferredto beforewhen people
got thoseanonymouscalls?

A. Yes, | would be comfortablein saying that it



was definitely a Soviet, Eastern European ac-
cent.

Substitution: A Traditional Scam

Althoughdaisy chainsandfal sepaper trailswere
thesubjectsdealt withmost at thehearing, themore
traditional method of tax evasion-- substitution of
homeheating oil for diesel-- wasal so discussed.

Investigator Michael Buchinski of theMiddlesex
County Prosecutor’ s Task Forcetestified about an
investigation heconducted after learning that large
amountsof cashinsumsof approximately $10,000
were being deposited frequently in a bank by a
Middlesex County heating oil company. Investiga-
tor Buchinski began the investigation suspecting
that narcotics might beinvolved, but subsequently
learned that it involved motor fuel tax evasion.

In response to questioning from SCI Counsel
James F. Villere Jr., Buchinski testified about his
observationsof theoil business:

| placed a call to the businessto find out about
the purchase of diesel fuel. | wastold that the
fuel oil company doesnot engageindiesel sales,
did not have a sufficient customer base... and
referred to the need to clean out their oil tanks
before putting in diesel fuel.

| knewthat No. 2 heating oil and diesel fuel were
virtuallyidentical. Thetanksneed not becleaned
out.

Buchinski testified that helearned that the cash
depositsstoppedin November, 1990, thenresumed
andincreasedinfrequency beginninginJuly of 1991.

Q. Did you think it odd that home heating oil
saleswouldincreaseinthesummer monthsand
declineinthewinter months?

A. Yes, and | learned more.
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Buchinski reported observing activity at thecom-
pany by asingletruck driver whosecompany owned
tankerswhichmovedinandoutonanirregular basis
and loaded up No. 2fuel oil.

| now believed that the cash depositswer e con-
nected to theimportant singletruck driver.

Thedepositsalwaysfollowed by adaythetaking
on of oil by the sametruck driver.

Buchinski followed thesetruck drivers several
timesand on one occasion turned back at the Dela-
ware Memorial Bridge. On oneoccasion he asked
for assistance from the New Jersey State Policein
stopping the driver’s truck. “An hour later, the
trooperspulledover thetrailer being operated by that
truck driver. Therewere numerous motor vehicle
violationsfor whichsummonseswereissued.” The
truck carried fictitious plates. In the cab was a
|etterhead fromthat truck driver’ scompany showing
salesof diesel fuel and gas, but no heating oil.

Alsointhecabwasaninvoiceshowingasaleto
aVirginiatruckstop. Inaddition, thedriver told
thetroopersthat he had made salesinthe State
of Maryland.

Q.Wereyou still monitoring the cash deposits?
A.Yes, the cash depositscontinued throughthis
week [ of the public hearing] .

Investigator Buchinski determined that more
than $430,000in cashwasdeposited by theheating
oil company from July 16, 1991 to late October.

| believe that all or the bulk of the cash sales
deposited by the oil company were from that
particular truckdriver.

Once, Buchinski and SCI Special Agent Diszler
followedthetruck fromthiscompany, pulleditover
and were told by the driver (adifferent driver this
time) that hewascarrying diesel and hisdestination
wasatruck stop in North Jersey.



I n subsequent testimony at the hearing, Diszler
gavefurther testimony about theMiddlesex County
scenario. Hetestified about followingthesametruck
driver “well into the State of Maryland” on one
occasionand|later learningthat adatedinvoicefound
inthetruck duringthe subsequent New Jersey State
Police stop indicated that the driver had taken the
load of fuel to a truck stop in Carmel Church,
Virginia. Noting that the average tax on 7,000
gallonsof diesd fuel wouldbearound $2,600, Diszler
testified, “1n onemonth of only 20 |oads of taxable
fuel thetaxes| evaded] wouldbeinexcessof $50,000.”

Subsequent tothepublichearing, thetruck driver/
company owner testifiedinexecutivesessionbefore
the SCI. Headmitted that hehad paid no motor fuel
taxesto either the State of New Jersey or Virginia,
but deniedthat hehad ever brought fuel directlytoa
truck stop. The SCI hasreferred thismatter to both
stateand federal authoritiesfor further review.

More Fake Identification. Middlesex County
Investigator Buchinski told the SCI about another
banking scenarioinvolvingthefuel businessinwhich
fakeidentificationwasused to open accountsat two
banks in Middlesex County. Four persons who
subsequently attempted towithdraw largeamounts
of cashfromtheseaccountswereall fromNew Y ork
Stateand all wereinvolvedinthefuel oil businessat
addressesin New Jersey. Y et, when Investigator
Buchinski checkedtheir businessaddresseshedeter-
mined that both businesseswere* nothing morethan
answering machines...[and] that thecompanieshad
only been opened ashort timebeforeleaving without
any forwardinginformation, addressesor names.”

SCI Investigation

Specia AgentsMarilynD. Cichowski and Rob-
ert Diszler and Investigative Accountant Arthur A.
Ciminotestified asapanel onthesecond day of the
hearing. They described certain patterns observed
during theinvestigation. Diszler described the of -
ficestypically seen:
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They were usually small rooms in old office
buildings throughout the state. Some werelo-
catedin converted homeson second floorscon-
sisting of usually desks, chairsand tel ephones.

Most of thelocationswhichwer e obtained from
thecor poraterecord checksand fromtheDivi-
sion of Motor Vehicles were vacant when we
checked them. Some of the addresses were
simply mail drops and others were simply an-
swering machines. We found that those that
were vacant had not left any forwarding ad-
dresses.

Diszler added, “In all of the companiesthat we
looked at, wenever saw asingletruck, atruck yard
or astoragefacility. | did seemany luxury automo-
biles.”

He noted that “many of these companieswere
found to be relatively new and they operated for
extremely short periodsof time, usually lessthana
year, sometimeslessthan six months.” Checkswith
landlordsrevealed that “ many of these companies
would leaveinthe middle of thenight,” paying for
rent with checks that later bounced.

Many of thecompanieswere* usually very close
toNew Y ork City and primarily locatedinMiddlesex
County, Union, Hudson, Bergen and Essex Coun-
ties. Therewasparticularly heavy concentration of
thesecompaniesinLinden, New Jersey, Woodbridge,
New Jersey and thesurrounding towns.”

Salesmenfor thesecompaniesused pagersor had
mobiletelephones. “ Thesesalesmanusually would
simply present business cards at the various diesel
truck stopsthroughout the state.” Diszler recalled
“oneinstancewhereoneindividual wasworkingfor
fivedifferent companiesat thesametime... Hehad
Americanized his first name and was using other
Americannamesaswell.”

Special AgentMarilyn Cichowski testified about
theofficersof these companies. Shetold of theuse
of “multiple identification cards” and thecommon



useof businesslocationsashomeaddressesinorder
to establishbogusNew Jersey residency.

They also often have multiple driver licenses.

When we did out-of-state driver look-ups, they
often had New York licenses, either valid or
expired, and there were a lot of chauffeur li-
censesinNew York.

Q. Do many of these cor por ate officer sappear
to havetiesto New Jersey in any way?

A. Solely by purchasing P.O. boxes or using
recurring addresseswherethey do not live.

Q. Wereweoftenunabletolocatetheofficersof
companies?
A. Yes.

Agent Cichowski testified about other common-
alities.

In New Jersey and right now in California as
well, there’ ssomereal commonthreadsamongst
many of the nefarious fuel companies we've
reviewed. Among the commonalitiesarethose
officers of those companies are emigres from
Eastern European countrieswhich arethefor-
mer republics|[ of theSoviet Union], butthey' re
all individual republics now. Of course, not
every Soviet emigrein thefuel businessisatax
evader and we don’t want to malign a whole
nationality. Conversely, not everytaxevader is
aSovietemigre.

Exhibit 35 showsthelocation of major terminals
in New Jersey. Agent Cichowski testified about
indicationsthat “ vertical integration” isincreasingly
occurring:

...What thismeansisthat theproductsarebeing
controlledfromtheterminal throughtranspor-
tation, distributionand ultimatedispensingfrom
racktoservicestation. Such situationswill add
to thefrustration of theinvestigations.
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Agent Cichowski testified about avehicle stop
made by a State Trooper in northern New Jersey.
Thecar, inwhichtherewerethreeindividuals, was
exceedingthespeed limit.

Eachoftheindividualscouldnotrecall theother
person’s name for more than ... one sentence.
One was Igor, one was Bob and then every-
body' snameskept changing [ and] they couldn’t
agreetowhothey were.

Thecaritself wasastolenvehiclewithanaltered VIN
number.

...The individuals had drivers licenses from
Florida, New Jersey, New York. Two of the
individuals had six aliases. Thedriver had no
driver’'s license... contained within the two
briefcaseswer eportablephones, beepers, blank
invoices for fuel companies, filled-in invoices
for fuel companiesand afictitious 637 federal
certificate....

TheRecords. Investigative Accountant Arthur
Ciminotestifiedabout recordssubpoenaed fromfuel
companies.

Q. Accountant Cimino, were we able to sub-
poenarecordsfromall fuel companiesthat we
identified asdoing businessin New Jerseyinthe
lasttwo years?

A. No. Wefound that a ot of these companies
werenolonger inexistence. Wecouldn’tlocate
them.

Ciminorecalledthat therewereat | east 20 com-
panies that the Commission was unable to locate.
Oftentheofficersof these companieslived out-of -
state, primarily inBrooklynandL onglsland, beyond
theCommission’ sjurisdiction.

Ciminotestifiedaboutinvoicesexaminedduring
the SCl investigation. All indicatedthat “federal tax
and New Jersey taxeswereincluded.” Healsonoted
that typically theinvoiceslistthetax ratesbut do not
break out the total dollar amount due for each tax.



Q. When we spoke to company owners, the
buyersin these instances, did they seemto feel
that the phrase “ all state and federal taxes
included” relieved them of any liability for
payment of thosetaxes?

A. Absolutely. Theyfelt aslong asthey had an
invoice that had that phrase on it they were
absolved of any tax liability whatsoever. And
that was true even though they had no idea
whether their supplier or the supplier’ ssupplier
actually paid any taxes.

Q. Now, | note on thischart (Exhibit - 36) that
theinvoice doeshave a number but did wealso
receiveinvoiceswithout numbers?

A. Yes, wedid. It'sanauditor’snightmare.

Accountant Cimino also testified about his at-
temptsto follow achain of companiesthat avoided
motor fuel taxes. He noted that the SCI went
through four levels in the supply chain “and we
woundupout-of-state.” A number of supplierswere
companiesthat had disappeared.

Q. Werethesesuppliersingeneral licensedwith
the State of New Jer sey?
A. Wefound no licensed supplier whatsoever.

Q. Would the fact that there are so many
companiesin thischain of distribution make it
possiblefor taxauthoritieseasilytoidentify tax
liability?

A. No. At presentit’svery difficult.

In less than a year-and-a-half, from January
1990toat latest June 1991, we' retalking about
approximately 37.4milliongallonsof diesel fuel
and we found no one who actually paid a tax.
Everyone had their “ tax-included” invoices,
and we' retalking about over 5 milliondollars
intaxestothe Sateof New Jer sey and something
over 7.5 million dollarsto the federal govern-
ment.

Q. Canwe say conclusively that none of these
taxeswerepaid?
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A. No--firstof all, it svery difficult even if we
had accessto tax information.

| should add that the taxesfiled are privileged
information. Werequested and couldn’ t get that
but evenifwehadit, it would bevery difficultto
tell because when you have the companies, not
only burn companies, some of these other com-
paniesdisappear andmove. It’ sverydifficultto
followthat chain. And so, no, wecan’tsaythat,
but based uponthechain, based uponthetypeof
companiesthat we' retalkingabout, I’dbevery
surprised if any significant amount of those
taxeswerepaid.

Ciminoalsotestified about curiouscoincidences

regardingthedatesof operation of somefuel compa-
nies.

Itwasfunny. Welooked at companiesandwe’ d
seewheretheir supplierswere significant sup-
pliersand would exist for a three-, four-month
periodandassoonastheywoulddisappear from
the records, simultaneously another company
would bethere and would be a significant sup-
plier for threeor four monthsand asthey disap-
pear from the records simultaneously another
company would appear .

Ciminodescribed further characteristicsof typi-

calinvoices:

| placevery little credence on theinvoicesthat
| find inthischain. They are so easily fraudu-
lently prepared. When you're dealing with a
companythat hasno planned existence, doesnot
worry about being audited for income tax or
anything el sedowntheroadbecausethey’ renot
goingtobeheredowntheroad, they canprepare
an invoice that says absolutely anything. It
doesn’'t have to tie into their records at all so,
you know, the fact that we'll say “all taxes
included” for a company who maybe is sup-
posed to collect the tax makes no difference
becausenooneisgoingtolookintherecordsto
find that they paid the tax.



Intermsof theprice, they can put any pricethey
want there. We have heard and | believe that
often that priceisinflated, that it behoovesthe
company that’s going to continually exist to
haveahigher price, to haveahigher deduction
for tax returns. Makes no difference that the
company’ snot goingto betherefor taxreturns
sothey may remit that priceto someoneelseand
back under the table because we’ ve heard that
thisis a very cash-intense business. They use
check-cashing. That cashisbeing passed under
thetableso, in effect, theinvoiceswelooked at,
you just takeit with a grain of salt, really.

BY COMMISSIONEREVENCHICK:

| haveto say, Mr. Chairman, that as| have sat
herenowfor adayand somepart of asecond day
andasl looked at theheadlineinthismorning’'s
Ledger that says” Sick Schemes’ andwentonto
suggest that thepeopleinvolvedinthiscriminal -
ity areengaged in sophisticated fraud, | began
towonder ifitisn’t moreattributabletoour lack
--when| say*“ our,” | meanthe State-- our lack
of action. It seems to me that thisis more a
situation of “ fool me once, shameonyou. Fool
me twice, shame on me.” | don’t understand
basedonwhat I’ veheard sofar why somerather
simplestepslegislatively could not betaken that
inmy view would put an end to much of what we
haveheard.

Commissioner Evenchick asked Accountant
Ciminoabout alicensingrecommendation:

Q. [P]art of the licensing process | would
presume would be a requirement that these
peopleshow evidenceof taxresponsibility either
throughtheidentification of their taxpayer num-
bersor thecertificationthat requisitetaxeshave
beenpaid.

| sthat thekind of thing that would beincludedin
thelicensing process?

A. Yes, and with theindividualswe're talking
about, you know, you can take it another step.
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...You know, just go and see that they exist.
Maybe some bonding involved, you know, and
make surewe' retalking about... real individu-
als, people... that can beidentified.

Ciminoadded, “ They’ restealingthetaxes. It's
not that they’ re making a normal profit. They’'re
stealing our taxes. Theconsumer ispayingthat darn
thing. It’ sjust not getting back to New Jersey, tothe
State, for itsuse.”

Organized Crimein New Jer sey M otor Fuel Tax
Evasion?

Because the New Y ork State law enforcement
officialshad testified about organized crimeinvolve-
ment in their cases and the “mob tax,” questions
naturally aroseabout possible organized crimepres-
enceinNew Jersey motor fuel tax evasion schemes.

Deputy Chief Investigator Boney wasasked:

Q. Fromyour experienceinthesecases, doyou
believeorganized crimeisinvol ved?

A. Yes, it’ sbeen shownthat organized crimehas
beeninvolved. ...It"' sbeen documentedindiffer-
entfashions. John Gotti himself, personally, has
expressedinterestinthisareaasareputed head
of the Gambino LCN. Basically... we see the
traditional LaCosaNostragroupsandfamilies
involved and we seethenon-traditional groups.
Mr. Borak mentioned the immigrant groups.
WEe're also finding groups from India that are
involvedinthistypeof industry, Pakistanis. So
thereareboth formsof organized crime.

Specia Agent Diszler of the SCI concluded:

Q. Isthereaconnectiontotraditional organized
crime?

A. Webelievetherearesuchindicationsbut we
have to withhold comment at thistime. Natu-
rally, concerningthe SCl mandatetoinvestigate



and report on organized crime involvement in
New Jersey, itisan areawhich weareactively
and closelymonitoring.

WheredidtheTaxesGo?

Testimony fromindividual witnessesat thehear-
ingillustrated vividly thelack of accountability for
fuel taxes under the present system. For instance,
Gurmit Singh, partner in Singh Sandman Corpora-
tion, owner of the Sandman Truck Plaza in
Bordentown, testified that he buys diesel for the
truck stop“all taxesincluded.” The SCI investiga-
tionreveal ed that theamount of state motor fuel tax
duefrom Singh Sandman’ s purchasesin 1990 was
$473,125.54. Asked if any part of that was ever
actually remitted to the state, Singh said he did not
know.

Gideon Misulovinistheowner of National En-
ergy Petroleum (NEP) in Woodbridge, which has
been in business since 1989. NEP buys and sells
diesel fuel but doesnot haveany storagetanksitself.
Misulovintestifiedthat NEPdoesnot hold any motor
fuel licensesfromthe State of New Jersey. Aswith
Singh, Misulovintestifiedthat NEPhasnever remit-
ted motor fuel tax directly tothe Stateof New Jersey.
Askedwhy not, hereplied, “ Becausewe pay to our
suppliers‘all taxincluded.' Hesaid hedid not know
whether hissupplierspay motor fuel tax tothe State
of New Jersey or even where they buy their fuel.
NEPrecordssupplied under subpoenatothe SCI for
NEP show that in the calendar year 1990, NEP
purchased atotal of over $20 millionindiesel fuel,
"dltaxincluded." Statetax onthatfigurewasover
$2.9million. Misulovinsaid hedid not know whether
any part of that amount wasever remittedtothe State
of New Jersey.

[lia Shmukler, who said that he was once a
salesman for NEP, said hedid not know wherethat
firmboughtitsfuel.

Shmukler testified that he subsequently opened
his own company, ICT Distributors. Hetestified
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that hebought all hisdiesel fuel “tax included” at a
“good price” fromacompany called Cash Oil Com-
pany located in New Y ork. He sold everything he
bought to NEP.

Q. Doyou know if your supplier ever remitted
state motor fuel taxes?
A. | don’t know.

Q. Did you ever ask your supplier whether it
paid fuel taxes?

A. I askhimwhen| startworking. Hetell “ | will
payit, don’tworryabout this,” andthat’sit, no
more questions... He tell me "this not your
problem, | will pay it, everything will be all
right.”

SCI Agent Diszler testified that inatimeperiod
of four months Shmukler’ scompany, ICT Distribu-
tors, “ brokered aninvoi ced amount of $6.9millionin
diesel fuel toNEP, hisold company.” ICT Distribu-
torsheld no New Jersey fuel license.

Cash Oil Company, which was the New York
company that Mr. Shmukler wasbuyingfromin
New York, waslocatedinFort Lee, New Jer sey,
for threeweeks, and simply used the addressto
open a New Jer sey bank account.

TheSpringfield Investigation

WhileShmukler professedignoranceconcerning
many facetsof theindustry inwhichhewasaplayer,
heand hisassociatesnormally conductedthemselves
inafurtivemanner -- asif they had somethingtohide.

DetectiveJuddL evensonof theSpringfield Town-
ship Police Department in Union County testified
about aninvestigation heconducted for twomonths
in 1989 at abusinessin Springfield. Although his
original suspicionwasthat narcoticswereinvolved,
L evensonwaseventually ableto determinethat the
activity involved fuel. Two vehicles registered to
Shmukler were observed at the site of the surveil-
lance.



Levensondetailedinformation hereceivedfrom
asuspiciouslandlord:

Individual sshowed up oneday inthebeginning
partof March, inquiredabout renting our office
space. They paid cashfor themonthlyrental of
theoffice. That night they movedinto theoffice
with somefurniture. Theyalsowereall driving
vehicles that had out-of-state plates, mainly
fromthe State of New York. They all spokewith
foreign accents and they conversed with one
another inaforeignlanguage.

Q. Didthetenantsmakeany changesor altera-
tionsto the premises?

A.Yes, they did. Immediately upon movinginto
theofficearea, they removed thewooden door,
themaindoor for theoffice, andtheyreplacedit
with a steel door that had a peephole. Thesteel
door also had four separate different types of
locksthat were added to the steel door.

Insidethesteel door, ahidden camerawashooked
uptothe peepholeand connected to ataperecorder
andvideo monitor, whichwasconstantly recording
activity intheoutsidehallway of thisarea.

Theyalso partitioned off their officeareasothat
it wasnot accessibleto other tenants.

The individuals would all park in an isolated
sectionof theparkinglot, asfar awayaspossible
fromthefront or back door entranceinto their
location. They would all park together in one

group....

They seemed to be very cautious. When they
exitedtheir vehicle, theywouldlook aroundthe
entireparkinglot.... Theonethingtheyall had
in common was ever ybody had sometype of an
attachecasewhentheywentinor whentheywent
out.

Detectivel evensonrecalledinstancesinvolving
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the exchange of itemsfrom briefcases taken out of
thetrunksof cars. Heal so described hisattemptsto
follow vehicles from the premises: “There were
usually twovehiclesthat would runintandem, with
onevehiclefollowinganother one.” Hefollowedthe
vehiclesto the Goethals Bridge into Staten Island.
Themagjority of theindividualswere operating ve-
hiclesthat had New Y ork plates. Oneof Shmukler’s
vehicles was followed to New York in one such
surveillance.

InquiriestoInterpol resultedinareport that two
of thepersonsL evensonwaswatchingwerenatives
of the Soviet Unionwhohademigratedtolsrael and
fromlsrael totheUnited States. Levensonalsosaid
he had been told that two of the men he had under
surveillancehad been seen carryingweapons.

Q. Whywasyour investigation ter minated?

A. In the beginning part of May, they gave
notification to the landlord that they would be
leaving and that same night they gave notifica-
tion, they packed up and moved out approxi-
mately between 10:00 and 11:00 o’clock at
night.

Mikhail Pasinkovsky and Igor Zak, owners of
fuel oil companiesin New Jersey, were called as
witnesses after Shmukler. Both had invoked their
Fifth Amendment privilegeagainst self-incrimina-
tion in executive session and Counsel represented
that they would continuetodo soif called totestify
at thepublichearing.



STATUTORY WEAKNESSES

New Jersey M otor Fuel TaxLaws

TheNew Jersey motor fuel tax statute, N.J.S.A.
54:39-1 et seq., was enacted in 1935 and has re-
mained substantially unchanged. Thestatutedefines
astaxableonly that product whichis* used, offered
for saleor soldfor use... for the purpose of generat-
ing power for thepropul sion of motor vehiclesupon
thepublichighways.” N.J.S.A.54:39-2. Thisvery
strict definitionisin contrast to broader definitions
found in statutes of other states which define as
potentially taxableany fuel “ suitable” or “ capable”
for useinthe propulsion of amotor vehicle.

The narrow New Jersey definition of ataxable
fuel l[imitsaccountability for potentially taxabletrans-
actions in the fuel distribution chain. Thus any
transactionalongthedistributionchainin“No. 2fuel
oil” isnot taxableand therefore not reportable until
itisfirst identified as “diesel” to be sold for on-
highway use.

The need to raise funds for the construction of
roads and highways was, of course, the logical
reasonfor taxingdiesel fuel but nothomeheatingoil.
Unfortunately, as the witnesses in the SCI public
hearing demonstrated repeatedly, unscrupul oustax
evadershavelearned well how to takeadvantage of
thestatute’ soriginal intent toexempt homeheating
oil fromtaxation.

L ack of Accountability. Testimony fromInves-
tigationsChief Borak underscored somebasicloop-
holesin the current motor fuelstax statute.

Q. Doesthe motor fuel tax law requirethat the

product beidentified to the taxable use before
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reporting and remitting of tax?
A. Yes, that’scorrect.

Q. Does the motor fuels statute require any
reporting of nontaxabletransactions?
A. No, it does not.

Q. Are all players in the distribution chain
licensed and registered by the state?
A. No, no, they are not.

Q. Areall playerswho engage in taxable fuel
transactionsbonded by the state?
A. Currently they arenot.

Q. Insummary, doesthemotor fuelstax statute
requiretotal accountability for all fuel transac-
tions, whether taxableor nontaxable?

A. [It doesnot].

Borak testified that the statute needsto be mod-
ernizedtoreflect theincentiveto evadetaxesat the
current highrates. For instance, hesaidthat requir-
ing total accountability for both taxable and non-
taxable transactions would allow the state to track
the product, which would help in enforcement and
collection. Borak also favored licensing al the
participantsinthedistributionchain.

Q. Isit better to collect your money up front,
rather than to chase after tax evaders?

A. Well, from a tax administrator’s point of
view, absolutely so.

Q. Arewereallytalking about imposing a new
tax to help out the state?

A. Absolutely not. We're not talking about or
considering any new tax. What we aretalking
about hereisreallyabetter wayto collect thetax



that isalready out there. You' ve got tokeepin
mind something... the public is paying the tax
whenthey arebuyingtheproduct, inessence, but
theevader sarekeepingthemoney. Thegovern-
ment is not getting it.

Special License B Inadequate. The fuel tax
statute creates a*“ Special License B” category for
buyers of non-taxable No. 2 fuel oil who sell it as
taxablediesel. Thislicensecategory isineffectivefor
twomainreasons. First, these* Special LicenseB”
holders are supposed to report and remit tax on
taxable transactions only. They are not required
under thestatuteto report non-taxabl etransactions.
Without accountability for both taxable and non-
taxable transactions, however, the state’ s auditors
cannot effectively determinewhether infact all taxes
duetothestatearebeingpaid. Sellersare, ineffect,
onthehonor system.

Second, this category does not affect the situ-
ationcommonly foundintax evasionscamsinwhich
thebuyer of fuel receivesaninvoicewhichdeclares
that the fuel is diesel and that it is sold “all taxes
included.” Inthiscasenotax or reporting obligation
falls on the ultimate retail buyer because the taxes
have allegedly been paid. Yet, typically, at least
several traceablelayersof sellersuptheladder from
that retailer - theintermediary whol esalersor brokers
- havenolicenseand noreporting obligation. With-
out licensing and reporting by all playersalong the
distribution chain, tax evasionthusbecomesalucra-
tive game for the entrepreneur, and auditors and
enforcement agentsfindthemselvesconstantly sev-
eral stepsbehindthesecompanies.

Enforcementisasdifficultascollection. A buyer
witha“tax-included” invoiceisnotliablefor that tax
under statelaw evenif the seller cannot belocated.
Falseand misleading paper trailsand* burn” compa-
nieswhich stay in existencefor only afew months
createstumblingblocksforinvestigators. [ronically,
it is the long-established dealer with a permanent
addresswhoinstead becomesatarget of collection
andenforcement efforts.

Borak discussedthe Special LicenseB category.
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Q. Doesthislicensing system prevent tax eva-
sion at the current time?
A. No, it'snot doing itsjob.

Q. Isa Special License B holder required to
reportnontaxablesales?
A. No, itisnot.

Q. Isa Special License B holder bonded?
A. No, itisnot.

Q. Is there any requirement that a Special
License B holder buy fromalicensed seller?
A. No.

Q. Thiscategory applieswhen the dealer buys
a product tax-free or without tax paid on the
product?

A. Yes.

Q. Doesitapplytothesituation, asinthedaisy
chains, where a dealer buys diesel fuel “tax
included” ?

A. No, it does not.

Difficultiesin Criminal I nvestigations

Several witnesses testified to the difficulty in
developing motor fuel tax evasion cases.

Divisionof Criminal Justicelnvestigator Boney
called motor fuel tax fraud cases* very labor inten-
sive.” Hedescribed investigative effortsthat were
necessary inonecasetofollowtrucksfromrefineries
back and forth acrossthe state, especially sincetax
evaders “work under cover of darkness, they are
ambitious, it’ stheir livelihood, they havebeendoing
ittheirwholelives, they’ rebent on breakingthelaw,
they’ reinclined to conceal what they’ redoing, and
it’ svery manpower intensive.”

Q. Would greater accountability in the statute
assistincriminal investigative efforts?
A. It would definitely assist.



SCI Special Agent Marilyn D. Cichowski was
asked:

Q. Isit possible to stop this type of fraud by
traditional law enfor cement methods?

A. No... Criminal investigatorsarereally hav-
ing avery difficult timechasing thetrail. Most
of the investigations to date are reactive and
because of themethod of reporting and accom-
panyingdelay, theinvestigator sarealwayschas-
ing after the individuals and the corporations,
andthesmoke’ sgonefromtheburncompanies.

Unlike companiesthat have physical presence
andtangibility...thesebusinessesexistwithlittle
mor ethan answering phonesand beepers. Tra-
ditional methods of investigations just don't
work.

SCI Investigative Accountant Arthur A. Cimino
testified:

[1]t's a time-consuming, difficult process and
eventually you' Il cometo find... the burn com-
pany. But before you find that burn company
you have to understand ... the phone calls are
goingto go out so the burn companyisgoingto
belong notified by thetimeyou gettothefirst or
second level ....

Justice Department attorney Rodiotestified:

[M] ost of these cases take about two years to
investigate.... It takesalong time, these cases
aremanpower intensive, youhavetolookatalot
of documentsandthey’ revery difficultto prose-
cute. That’ swhy good law enfor cement mecha-
nismson thecivil sidearevery important.

Difficultiesin Civil Enforcement Cases
Deputy Attorney General Mary R. Hamill, Chief
of theFinancial SectionintheStateDivisionof Law,

testified:

[ T]he people who deal in this area are real

manipulators... these peoplehavedissol ved their
corporationbythetimel’ mfilinganswersinthe
tax court; thereareno assets.

Hamill and Deputy Attorney General Martin
Wheelwright testified about their experiencesin Tax
CourtrepresentingtheDivisionof Taxationincon-
nectionwithmotor fuel tax civil assessments. Two
of these cases involved unsuccessful attempts to
defendregulations, promulgated by the Division of
Taxation, that would better track fuel in its move-
ment throughthestate. Thethirdcaseillustratedthe
difficulty incollecting judgmentsagainst either the
seller or buyer of taxable fuel where one company
had already dissolved, onetruck wastheonly appar-
ent asset, and no personal liability existedfor corpo-
rateofficers.

Hamill concluded:

And so we need to have something that will put
someteethintoenforcement.... Wejustcan’tdo
it in the typical audit situation, civil litigation
context. It'stoo slowand it justisn’t working.

Hamill and Wheelwright both maderecommen-
dations for change, pointing to problems with the
current Special LicenseB category.

Q. Indescribingtoussomeof your experiences,
what is the most important message that you
would liketo share?

A. [ByMs.Hamill]: Itseemstousthatthemore
exemptions there are in the statute, the more
problems you have, because as soon as you
begin to have legitimate... tax-free sales, you
havethepossibility of startingthedaisy chainas
shown on Exhibit 28.

Onerecommendation that Hamill made, based
on aparticular case about which she had testified,
wasto eliminatetheexport exemptionentirely or at
least eliminatethesalefor exportation exemption.

Hamill alsorecommended that theproblemwith
theSpecial LicenseB category beaddressed:



And then this problemwith the Special License Wheelwright notedinconclusion, “I just wanted
B’s, whichentitlepeoplelegitimatelytobuythis  to say that it seems to me that the simpler the
fuel that canbeused either onthehighwayor as  structureof thetax collection system, thebetter of f
heating oil tax-free, and then... they'reableto  everybody will be.” Commissioner Evenchick re-
finagleandit addsenormouscomplexitytothe  sponded, “ That's a message, Mr. Chairman, that
statute. seems to be coming through all of the witnesses,
comingthroughloudandclear.”

Hamill further recommended possibly changing

thelaw to providethat thetax on special fuelswould

fall onthefinal sale, “whereyou know whether it's

going to be used as heating oil or used on the

highway.”
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|V
POSSIBLESOLUTIONS

Theproblemof fuel tax evasionisnot adifficult
oneto comprehend. Developing solutionsismore
complicated.

TheMaryland System: T otal Accountability

William Turner, Chief Auditor of theM otor Fuel
Tax Divisioninthe Stateof Maryland, testified that
sound laws, an adequate staff, proper resourcesand
atotal accountability system areimportant features
of theMaryland motor fuel tax system.

Q. What does* total accountability” mean?

A. Total accountability means accounting for
all fuelsthat could be used as a motor vehicle
fuel onreceipts, disbursementsandinventories.

Turner testified, “You follow the fuel to its
ultimateuse. Ifit’ sanontaxableuse, youfollow that
fuel tothat use. If it’ staxable, you follow it to that
use.”

Q. Why istotal accountability soimportant?
A. [1]fyoudon’ ttrackthemovement of fuel, you
won’ tbeableto ensurethat thetaxesarepaidon
thefuel that is sold for taxable use.

Turner told the SCI that all the playersin the
Maryland systemareregisteredandlicensed. “Y ou
must register thesellersof thefuel and you al somust
register the usersof fuel to seethat that fuel isused
for ataxableor nontaxable purpose.”

Turner testified, “Wedon’ t recognizetheword
‘heating oil.” Heatingoil isonly heating oil whenit
goesto aheating plant.”
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You don'’t know what they' regoingtodowithit
until it’ sactually used or sold or actually deliv-
eredtotheend user. Many of our assessments,
ashighas100,000dollars, arecomingfromthe
small heating oil (so-called) distributors who
havetankwagonsof 3,500 gallon capacity who
buy under thetablewithterminalsandthenthey
sell totruckers...sountil it’ sactually delivered,
you don'’t know what thefuel isgoing to beused
for.

Turner explained that Maryland uses the term
“Special Fuel” to mean “any type of product other
than gasolinethat could be used for motor fuel.”

Q. Doesthisincludeboth diesel and No. 2 fuel
oil?

A. Yes... Any type of fuel that can be used for
motor fuel.

Q. Istheretotal accountability for all fuels?
A. Yes, thereis. Special fuelsare handled no
differentlythan gasoline.

Q. Doestotal accountability applyregardlessof
whether the useistaxableor nontaxable?

A. Yes,itdoes. Itapplieswhether it’ staxableor
nontaxable. Until thefuel isactually putintoa
non-highway mode, no oneknowswhat thefuel
isgoing to be used for.

Turner explained that Maryland hasan exemp-
tion procedure for the tax-free purchase of special
fuel: “All usersand sellersmust bebondedto buy tax
free and they must file an annual bond and annual
application.” Thosewho buy tax freemust havean
exemptionnumber and they must al so keep account-
ability ontheuseof their fuel.



Q. What, in your opinion, minimizes or elimi-
natesdaisy chains?

A. Total accountability fromthe top down, the
reporting of taxable and nontaxable transac-
tions and the limited availability of tax-free
purchases.

Q. Mr. Turner,isitpossibletototally eliminate
fuel tax evasion?

A. No, I don’t think you will ever eliminatefuel
taxevasion... Theonlyway | feel that taxevasion
can be kept at a minimum is with the total
accountability system, registering all the play-
ers.

New York State’ sExperience

Assistant Attorney General Vincent O’ Reilly of
New Y ork detailed several changesintheNew Y ork
law. Thefirsttook placein 1982 and moved collec-
tion responsibilitiesfrom theretailer up to thedis-
tributor. “ That’ swhenthedaisy chainsreally started
to take hold and takeflight in New Y ork,” he said.
Ironically, the overall effect of this change wasto
cause increased evasion. Lost tax revenues were
estimated at $90 millionannually at that time.

Thewaythelawexistedintheearly 80’ sand up
to 1985 wasthat therewasa high returnto the
criminal, the probability of getting caught was
very low, and the way the law was structured
prior to 1985... allowed a number of tax-free
transfer sbetween different entities. And sothat
gaverisetothebad guysbeing ableto substitute
burncompaniesandillegitimatecompaniesand
nonexistent companies into the paper chainto
avoidtaxation.

Q. When you say the “ high return,” you're
talking about millions of dollars, isthat right?
A. Millionsof dollars.

InJuneof 1985, “ recognizing that they werestill
having a major problem in tax evasion on oil and
gas,” O’'Reilly said, New Y ork changed to a First
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Importer Rule, which meant that “the person that
brought thegasolineintothestate...wasresponsible
for payingthesalesand excisetaxes, andthenthey’d
havetorecoupthemdownthelineasthegasolinegot
transferred.” That changeincreased collectionsby
$123million.

RacketsChief Jermyntestifiedthatin 1982 local,
stateand federal law enforcement agenciesformeda
task force concentrating primarily on Long Island
and some New Y ork City boroughs. Both he and
O’ Reillywereonthetask force. “ Thetask forcewas
created primarily sothat therewasnot aduplication
of effort in terms of the limited resources we had
available. Wefoundinsomecasesthat whensurveil-
lances were being conducted, we found on license
plate checks that some of the vehicles we were
checking we thought were bad guys were actually
good guysfrom other sister agencies.”

Q. How successful wasthetask force?

A. Under the circumstances, considering the
difficulty of these prosecutions, we believethat
we havebeen successful. Wehaveobtainedand
secured convictions in over a hundred cases,
obtained significantjail sentencesrangingupto
66 yearsin prison, and we’' ve also been ableto
obtain somerestitution for the gover nment.

Law enforcement agenciesassignedtothiscase
hadtolearnawholenewjargoninorder toknow
what wasbeing discussed inthe meetings. One
of thetermsthat wasused was called “ burning
thenumbers,” the® number” beingareference
to the license number that was assigned to a
particular tax exempt distributor ...."Burning
thenumber” meanstoreportthesales, attribute
them to that particular tax-exempt company,
whichwouldbethelast licensed distributor ona
particular daisy chain, sothat would bethetax-
responsible company. By the time the tax au-
thoritiesidentified that company, the president
wasbackinRumaniaor in Panamaor wherever
and there wer e no taxesto be had for the state.



Fuel M erchantsPanel

Timothy Doherty suggested “ an ongoing audit-
ing process” by the Division of Taxation, withfol-
low-up and cross-checking at theterminal stomake
certainthat dishonest brokersor dealersdonot keep
two sets of books.

EdwardMiller recommendedthat thefuel taxes
becollectedeither at theterminal or at theretail level
--“It hasto go to one of thosetwo places.” Taxing
at theterminal would allow heating oil dealersto be
licensed and to buy the fuel tax-free, reducing the
number of companiesthat would haveto beaudited
andmonitored, Miller said.

R. Paul Riggins said the matter could not be
solved simply through better enforcement. Hesaid
theindustry shouldtry toreachaconsensusonwhere
thetax should be collected.

Joseph Russo, who is also a fuel transporter,
recommended taxing gasoline at the refinery only
after an agreement between thestateand | egitimate
jobbersthat would alleviate the cash flow problem
such a system would cause in the beginning. But
Russo said the problem with No. 2 oil is more
difficult.

If you tax the product [No. 2 fuel oil] at the
terminal and you tax the heating oil, you're
goingtokill theindustry. They can’t absorb
that kind of money. It’ sjusttoo much cashtolay
out.

Heexpressed the opinionthat honest merchants
should not haveto pay taxesupfrontforall No. 2oil,
and then wait even a short period for the state to
rebatethetax onthat portion of theproduct actually
soldashomeheatingoil. Taxesondiesel fuel should
becollected by theretailer, Russo said.

Russoalsorecommendedlicensing” every legiti-
mate distributor, both diesel and heating oil,” with
thestatereviewing reportsfromterminalsand carri-
ers, and auditing the salesof non-taxableproduct to
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makesurethereisno hidden substitution of taxable
diesel for non-taxableheating oil.

A veteran oil industry employeeand asalesman
for the past 13 years, Francis W. Chewey recom-
mended making “theretail er andthecommercial user
responsiblefor thepayment of motor fuel taxes... just
likethecollection of salestaxes. All themechanisms
arebasicaly inplacenow. Thefunctionswhichmust
beperformed canbedonewith peoplefromWeights
and M easuresandtheDivision of Taxation.”

Chewey suggested a model program for the
collection of both stateand federal taxesaswell asa
funding mechanismfor enforcement.

The results could be very dramatic.... Money
now going to lawbreakers could be used to
reduce our tax burden... we're talking about
$376,000 for every million gallons of unre-
ported [diesel fuel saleg]....

TheFuel M erchantsAssociation

FMA ExecutiveVicePresident Fred Saccoalso
supported asystemwhereby thestatewould col lect
all motor fuel taxesincluding federal taxes. But he
wasadamantly opposedtoasystemthat wouldresult
in taxes being collected on all No. 2 fuel and then
returned to merchants through a rebate system on
salesof non-taxableheating oil.

Onthediesel sideyouheard meindicatethat the
majority of my membersarereallyinthefuel oil
or thehomeheating oil business; onlyverylittle
diesel. They are frightened to death with the
aspect of moving thetax collectionondiesel ...
totherefinery gate. ...[W]esell in New Jersey
almost a billion gallons of home heating oil
through our members.

By doing thetax collection at the refinery gate
youaresayingtousthat we' vegot to put up, over
about athree- or four-month cycle, 370 million
dollars, whichwould betheequivalentinterms



of diesel taxes for home heating oil. We are
frightened to death with that prospect.

Itisconceivableinmy mindthat you might move
thecollection processtotherefinery gatebut do
not imposethetaxliability onthehomeheating
oil peopleuntil it’sclearly sold asa diesel fuel
sowhat you’ vedoneisyou’ vemoved it onestep
from the refinery gate, providing there is a
registration mechanismthat establishesan au-
dittrail.

Saccorecommended instead that thecollection
point be moved to the “ next to the last step” in the
distribution process, that is, to thosemerchantswho
sell toretailers.

BY COMMISSIONEREVENCHICK:

Q. Rather thanthelast [step] ?

A. Rather than the last, because what you’ ve
done, sir, isby moving it to thelast step you' ve
moved to acash economy. Number one, you’ ve
moved toamar ket that containsprobably 10,000
user sof motor fuel sbecauseyou havetoinclude
all the trucking companies, all the transporta-
tion companies aswell over 4,000 service sta-
tions. That could be an administrative night-
marefor the Division [ of Taxation] .

I nstead, Sacco proposed:

Therearen’t many more, beyond our 400 mem-
bers, who areinthedistribution systemexcept-
ing these namesthat you’ ve heard.

Q. Likethe“ No Name” company?

A. Yes, sir. Soit’svery plausibleinmy mind to
set up aregistrationand an audit trail that next
to the last point where that company -- my
member s have the tax collection responsibility
that they have had to date, sir. We pay to the
State of New Jersey almost 90 million dollarsa
year in motor fuelstaxes.
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New Jer sey Petroleum Council

JamesE. Benton, executivedirector of theNew
Jersey Petroleum Council, appearedalongwithGerald
Scheffler of the Sun Oil Company in Philadelphia,
who servesasthe chairman of the Council’ sExcise
Tax Committee. The Petroleum Council isatrade
associationrepresentingthemajor oil companiesin
New Jersey.

Benton said his members would support the
creation of atighter systemfor reporting salesof No.
2 fuel oil into the state.

We believe a modest registration or licensing
program would assist the state to develop an
administrative system that would assure more
effective enforcement.

Scheffler said:

| believe that certainly with the minimal or no
control on number two fuel oil that leaves the
terminal createsobviously amajor opportunity
tohavethat fuel fall intothediesel fuel racks. It
is the same fuel and we certainly, | think, all
agreewiththat.

Right now, to my knowl edge, thereisabsol utely
no reporting of that type of fuel. Thereisno
licensing required for handling, distributing,
selling that type of fuel...

Headded:

Alicensetodeal indiesel fuel only seemstofall
onthehonest businessman. Thedishonest busi-
nessman doesn’t even seek oneandthereinlies
theproblem.

What we're suggesting | believe is that even
though it would be a little painful to everybody
intheindustry including the majors, including
the distributors and down to the retail level, a
licensing procedure.



...Asfar aslicensing andtrackingthat fuel, that
number two fuel, the majors wouldn’t have a
problemdoing that asfar asreporting it to the
state... if it was a licensed procedure and that
would be considered the painwewould bewill-
ing to shareif it helped solve this problem.

Benton also recommended that the Division of
Taxation consider the establishment of atoll-free
hotlinefor businessesto report those appearing to
operateoutsidethelaw.

StateTreasurer

Douglas C. Berman appeared at the end of the
hearing*“tocall for toughlegislationthat would help
curtail thisproblem.”

Treasurer Bermantestified:

What ishappening with thismotor fuelsscamis
particularlytroublesome.... Thisisacalculated
effort by groupswith apparent tiesto organized
crimetosystematically defraud thetaxpayer sof
the State of New Jersey and other states of our
nation and the federal government. Thisisa
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conspiracy that must be broken.

Callingfor“lawsandregulationsto enableusto

prosecute these fraud cases and to discourage the
system that makes the rip-offs possible,” Berman
concluded:

...[W]estronglybelievetheremedial legislation
should tighten reporting and licensing provi-
sions, revise the point of taxation for these
petroleum products, require letters of credit
when necessaryto protect therevenueand pro-
vide for statutory penalties for conspiracy to
evadetaxes.

Taxfraudisnotavictimlesscrime. Itadversely
affectsevery citizen of our statefor wearebeing
cheated out of much-needed revenue. We are
deter mined to makesur ethat our motor fuel stax
dollarsarefor paving our highways, not lining
the pockets of criminals.



RECOMMENDATIONS

Total Accountability

Because of weaknesses in the motor fuels
statute, the Division of Taxation does not
have a clear idea how much taxable fuel is
sold in New Jersey. For this reason, the
Commission believes strongly that the single
most important reform of the system should
be a change in the statute to require total ac-
countability for all transactions in the fuel
distribution system, regardless of whether the
ultimate use of the fuel will be taxable. The
statute should empower the Director of the
Division of Taxation to promulgate regula-
tions necessary to provide such accountabil-
ity, resulting in the tracking of all fuel.

It is difficult to require total accountability for
a product, the definition of which is too nar-
row. The statute now defines as taxable only
that product "used, offered for sale or sold for
use..for the purpose of generating power for
the propulsion of motor vehicles upon the
public highways." This definition limits the
Division's ability to track all fuel to its ulti-
mate use, whether that use is taxable or not.

The Commission recommends that the statute
be rewritten to change the definition of motor
fuel motor vehicle fuel to "any fuel capable of
propelling of motor vehicles when used in
spark-ignited or compression-ignited internal
combustion engines." The statute should then
classify motor fuel as two types: gasoline or
special fuel.

Point of Collection

Another key issue developed at the hearingsis
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that the statute is unclear as to where some
taxes should be collected.

Gasoline. The motor fuel tax on gasoline
should be collected at the first sale at the ter-
minal. The exemption on sales for exportation
should be eliminated and refund claims re-
quired instead. Other tax-free transfers cur-
rently permitted should also be eliminated.

Specia Fuel. The motor fuel tax on special
fuel should be collected at the sale to the first
retail dealer or special fuel user and the tax
remitted to the state by the seller. Fuel sold for
off-highway use and home heating use should
continue to be exempt from taxation but sales
should be fully documented to justify the ex-
emptions to the Division of Taxation.

Licensing and Bonding

The Commission investigation found numer-
ous instances in which records indicated that
fuel passed through several companies before
reaching the retail level, yet when these com-
panies were tracked, many were found to be
fronts or "paper" companies. The fuel was
probably delivered directly to the retailer and
the paperwork fabricated to facilitate evasion
of the taxes. To thwart such schemes and en-
hance accountability, the Commission rec-
ommends that all fuel distribution firms be
licensed by and accountable to the Division of
Taxation.

Current "special” licenses that allow for the
sde of both taxable and non-taxable fuel
should be repealed.



The license fee schedul e should be modernize,
with the Division Director authorized to set
the fees.

All those in the distribution chain ultimately
responsible for collecting the taxes should be
bonded, and the amount of the bonds should
be set by the Director.

Recordkeeping and Reporting

To promote accountability, recordkeeping and
reporting should be required of all participants
in the distribution chain, whether or not they
collect and remit taxes. Both the statute and
regulations should provide a clear audit trail
to the taxpayer. Recordkeeping and reporting
of taxable and non-taxable transactions should
be required of all terminals, all transporters,
and all entities engaged in the wholesale and
retail distribution of fuel. Sealed meters
should be required at the retail level. Termi-
nals should file regular reports of all inven-
tory, including all commingled inventory. A
manifest system, similar to that developed for
the hazardous waste transportation industry,
should be devised to more accurately and ef-
fectively track motor fuel.

All invoices for the sale of fuel should require
certain specific information about the origin
and destination of that fuel and set forth the
specific amount of tax. All requests for re-
funds should be accompanied by detailed rec-
ords.

The statute and regulations should require
third-party reporting on the movement of fuel
into, out of and within the state. Transporter
reports should include the movement of fuel
by common or contract carrier, pipeline, rail-
roads or barges.

Civil and Criminal Penalties

Administrative powers of the Director of
Taxation should be strengthened to include
increased authority in the areas of license
revoca
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tion, inspection, and testing and analysis.
Civil penalties for violations of reporting and
payment requirements should be enhanced.
Stop-sale and confiscation powers should be
provided for use in appropriate cases.

The statute should alow the Division of
Taxation to assess tax and interest against
either the supplier or the purchaser if the first
responsible party does not or cannot pay the
tax, or if inadequate recordkeeping or report-
ing has prevented a clear audit trail.

Reiterating a recommendation made in the
Commission's report on the garment industry,
conspiracy to evade taxes, including motor
fuel taxes, should be made a criminal offense.
Criminal penalties should be increased for
violations of motor fuel tax recordkeeping
reputing and payment provisions.

As the Commission has at least twice previ-
ously recommended (in its checking cashing
and garment industry reports), the state should
adopt its own currency transaction reporting
(CTR) statute.

Systematic checks of meters, gauges and
measuring devices by weights and measure
inspectors would provide a cross-check of the
reports filed by fuel merchants and distribu-
tors. Cross-checking aside, fines and penalties
should be increased for violations of weights
and measures standards at the retail level as
well as in the supply chain. Greater authority
should be given to the State Office of Weights
and Measures as well as to such agencies on
the local level to issue citations and impose
fines. Possibly, some portion of the fines col-
lected could be retained locally as a financial
inducement to enforce weights and measures
standards.

To thwart those who use daisy chains to con-
ceal their tax evasion, consideration should be
given to imposing personal liability on corpo-
rate officers for violations of the motor fuel
tax provisions.



Division of Taxation: Administration and
Collection

Responsibility for administration and collec-
tion of motor fuel tax should be shifted out of
the Miscellaneous Tax section, which cur-
rently administers several state taxes, and a
new Motor Fuel Tax Section should be cre-
ated. The Commission is aware of the State's
current fiscal difficulties. However, with at
least $40 million dollars -- and perhaps more -
- in lost revenues at stake, such a new unit
would pay for itself many times over.

Emphasis should be given to upgrading cur-
rent data collection and analysis systems. This
recommendation is particularly important if
the statute and regulations are changed to re-
quire greater accountability. The initial in-
vestment required for training and implemen-
tation should more than pay off in the long
run.
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The statute should give the Director of the
Division authority to institute cooperative
programs with other state agencies and to
provide for joint audits with other states. The
state should also create and maintain a Motor
Fuel Tax Task Force comprised of state and
local representatives. Federal agencies should
be invited and encouraged to participate.

Rewards should be offered for the successful
prosecution of violators, similar to the system
employed by the IRS. The Division should
institute a toll-free hotline for reporting motor
fuel tax violations.
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